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226 NOTES 

court has been long acquiesced in so as to become a rule of prop- 
erty." There are a number of cases on this point. 22 

There are many other cases involving liability for negligence 
or torts, exemption from liability, general and commercial law, 
which are more or less in conflict and from which it is very 
difficult to generalize or frame any definite rules. 28 

It might be noted, finally, that in all cases, where the Federal 
courts have a right to exercise independent judgment they will 
nevertheless tend toward an agreement with the State courts, 24 
and that the Federal courts usually follow the decisions of the 
highest State tribunals only. 25 

E.A.L. 



Fiduciary Capacity of Promoters. Liability to 
Corporation for Secret Profits. 

The Supreme Court of Massachusetts recently handed down 
an exhaustive and able opinion on the liability of a promoter 
to a corporation for secret profits. Old Dominion Copper 
Mining & Smelting Co. v. Bigelow, 89 N. E. 193. The de- 
fendant and one Lewisohn framed a scheme for capitalizing 
the plaintiff company. The amount of capital was to be $3,- 
750,000. Of this, $3,250,000 was paid to the two promoters 
in stock, in payment for certain mining property for which 
they had paid $1,000,000. This was the entire issue of stock 
existing at the time of the purchase of the property by the 
corporation. The remaining $500,000 of capital stock was 
issued to the public at par for cash. This entire scheme was 
carried out without providing the plaintiff company with an 
independent board of directors or advisors, to pass upon the 
wisdom of the purchase, and without disclosing the substance 
of the transaction and the extraordinary profit of the promot- 
ers, to the purchasers of the stock at par for cash. The plain- 
tiff company sought to recover the secret profits realized by 
the defendant from his sale of the property to it. The Court 
based its decision, allowing recovery, on the following reason- 

22 Barber v. Pittsburg R. R., 166 U. S. 83 ; Foxcroft v. Mallett, 4 How. 
353 J Thomas v. Hatch, 3 Sumn. 176. 

23 See dissenting opinion of Caldwell, J., in Ins. Co. v. Chicago R. R., 
70 Fed., at p. 209. Compare: Bucher v. R. R., 125 U. S. 555, with Saw- 
yer v. Oakman, 7 Blatchf. 290. Compare: Berry v. Lake Erie R. R., 70 
Fed. 679, with Kowalski v. Chicago R. R., 84 Fed. 586. 

"Baltimore R. R. v. Baugh, 149 U. S. 368; Clark v. Bever, 139 U. 
S. 06. 

* Potapsco Guano Co. v. Morrison, 2 Woods (U. S.) 395. 
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ing. A promoter is a fiduciary to the corporation and as such 
is not entitled to make any secret profit out of transactions 
in which he acts in his fiduciary capaoity. This relation 
continues until the creation of the artificial being is com- 
plete. So, when the scheme of promotion contemplates the 
procurement of working capital from the public, the obliga- 
tion of faithfulness stretches the length of the plan. To be 
sure the original sale to the company did not constitute an 
actionable tort, as all the stock issued up to that time was taken 
by the defendant in payment for the property, and the cor- 
poration though wronged could not recover as the lips of its 
only stockholder were sealed, by reason of his having, him- 
self, been vendor in the objectionable sale. But as the fiduci- 
ary obligation of the defendant included the entire scheme, 
subsequent original subscribers who had not consented to or 
been informed of the purchase were entitled to object, and 
procure a suit to be brought in the name of the corporation 
for the recovery of the secret profit. 

It is a well-settled principle of equity that those who par- 
ticipate in bringing about the formation of a corporation 
assume the obligations of a trust towards the company and 
towards those who shall be invited to come into the enterprise 
as stockholders and share in its fortunes. 1 This principle 
has been said to be due to the equitable rule that fastens a 
trust upon one who has such power over another and his affairs 
as to give the former an opportunity to make personal gains 
in his dealings with the latter. 2 

There has been some difficulty in determining what is the 
duration of the fiduciary relation. The best doctrine is that 
of the principal case that it lasts until the corporation's share 
capital is taken and it is provided with a board competent to 
protect its interests. 3 For, so long as there are prospective 
original subscribers to stock and the promoters and those con- 
certing with them remain in control of the corporation it is in 
a situation to be deceived. 

Having discovered the nature and extent of the promoter's 



1 Dickerman v. Co., 176 U. S. 181, basing the rule on the ground 
that the promoter is an agent and subject to the ordinary disabilities. 
The Telegraph v. Loetscher, 127 la. 383, which speaks of the situation 
of a promoter as akin to that of an agent or trustee of the company, 
Macey Co. v. Macey, 143 Mich. 138; Land Co. v. Lewis, 101 Me. 78; 
Co. v. Wilcox, 64 Conn. 101. 

1 Yeiser v. Co., 107 Fed. 340. 

'Pietsch v. Milbraith, 123 Wis. 647. See also, In re Leeds, &c, 
Theatre, L. R. 1892, 2 Ch. D. 809; Groel v. Co., 70 N. J. Eq. 316; 
Hayward v. Leeson, 176 Mass. 310. 
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duty, it follows that if during the continuance of it he is guilty 
of any act in the nature of a breach of trust by which he reaps 
a benefit at the expense of the corporation, he is liable to the 
corporation for the secret profit. This general rule is well 
settled, 4 and is most frequently applied in cases of sales of 
property by the promoter to the corporation. Some difficulty 
arises however in determining just what circumstances will 
prevent a particular transaction from being within the scope 
of the trust relation, or, if it is within it, what amount of dis- 
closure will constitute a compliance with the trust obligation. 

Cases in which a promoter sells property to a corporation 
which he has organized fall into two general classes; first, 
those in which the promoter owned the property before the 
organization of the corporation, and second, where he merely 
had an option on it, so that the final actual sale was between 
the original owner and the corporation through the promoter. 
The first class of case does not give rise to so many or so 
high duties as the second. For, it is unquestionable that the 
owner of property may organize a corporation for the pur- 
pose of selling the property to it, and his only duty is to sup- 
ply the creature of his creation with a board of directors, not 
dependent upon and subservient to himself. 5 He is then not 
the agent of the corporation qua the purchase of the property, 
as that took place before the corporation's existence, and he 
may therefore sell it to the corporation at any price that he can 
fairly get, without being held liable for his profit. 6 But when 
in this class of case the corporation is not represented by an 
independent board of directors, the rule is laid down that there 
must be full disclosure of all the facts connected with the 
transaction, to everybody concerned, in order to avoid liabil- 
ity. 7 This means that disclosure of the ownership of the prop- 
erty must be made to the allottees of the original shares by 
means of a prospectus or a meeting of shareholders. 8 

In the second class of case, namely, where the promoter had 
merely an option on the property before the organization of 



* Laudenslager v. Co., 58 N. J. Eq. 556; Parker v. Nickerson, 137 
Mass. 487 ; Lydney, &c, Co., v. Bird, 33 Ch. D. 85. 

* Erlanger v. Co., L. R. 3 A. C. 1218. 

'Densmore Co. v. Densmore, 64 Pa. 43, approved in Burbank v. 
Dennis, 101 Cal. 90 ; Lungren v. Fennel, 10 W. N. C. 297 ; McElhenny's 
Appeal, 61 Pa. 188; Foss v. Harbottle, 2 Hare 461; Semble, Old Do- 
minion Co. v. Bigelow, 188 Mass. 315. 

'Erlanger v. Co., L. R. 3 A. C. 1218; Land Co. v. Lewis, 101 Me. 78; 
Hayward v. Leeson, 176 Mass. 310. 

*In re Leeds, &c, L. R. 1892, 2 Ch. D. 309, Alger, Promoters, §46. 
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the corporation and the sale was in fact by the original owner 
to the corporation, through the promoter, the latter is in the 
fiduciary position of an agent, and as such is not entitled to 
make any profit out of the transaction. 9 The reason is that 
the agent is supposed to be dealing in the interest of his prin- 
cipal, 10 who has a right to the full benefit of any bargain that 
the agent can make. 11 In such a case liability for profits can 
be avoided only by a full disclosure of the fact and amount of 
the profit, 12 and an intelligent and independent consent by the 
corporation thereto. 18 

In all of the cases just considered one fact may exist which 
will avoid all liability on the part of the promoter. If he him- 
self takes, in payment for the property conveyed, the entire 
original issue of stock, the corporation cannot recover from 
him his secret profit. 1 * In other words if the vendee com- 
prises no other persons than the vendor, the former cannot be 
heard to complain as the transaction is nothing more than a 
change in the form of ownership of the property. Or, to 
take the point of view of the principal case, the corporation is 
in fact wronged, but no remedy is allowed, as the mouths of 
all the members of the corporation are closed. This proposi- 
tion is undisputed. It also is settled that when a sale to a 
corporation is not open to objection for the above reasons, a 
subsequent bona fide change of plan resulting in a further is- 
sue of stock to original subscribers, who are not cognizant of 
the objectionable transaction, does not give them any ground 
of complaint on discovery thereof. 15 There is, however, some 
conflict of authority on the rule applicable when the sale to 
the corporation cannot be objected to at the time because all 
the then shareholders are parties to it, but the scheme of in- 
corporation contemplates a further allotment of shares to other 
original subscribers to whom full disclosure is not made. The 

9 Mellish, L. J., in Grovels Case, 1 Ch. D. 182 ; Land Co. v. Lauden- 
slager, 35 Alt. 436. Contra, (on ground that situation is same as if 
promoter had purchased before organization) ; James, L. J., in Grover's 
Case (supra) ; Fruit Co. v. Buck, 52 N. J. Eq. 219. 

10 Densmore Co. v. Densmore, 64 Pa. 43 ; Simons v. Oil Co., 61 Pa. 
202. 

u Davis v. Hamlin, 108 111. 39. 

" Bosher v. Land Co., 89 Va. 455, Alger, Promoters, §42. 

13 Land Co. v. Case, 104 Mo. 572 ; Broderip v. Salomon, L. R. 1895, 
2 Ch., 323. 

14 In re. Mining Co., 14 Ch. D. 390; Blum v. Whitney, 185 N. Y. 232; 
McCraken v. Robinson, 57 Fed. 375 ; Foster v. Seymour, 23 Fed. 65 ; 
Thompkins v. Sperry, 96 Md. 560. 

"In re Box Co., 17 Ch. D. 467. 
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majority of courts holds that, in such a case, the subsequent 
allottees can, upon discovering the nature of the transaction 
procure a suit to be brought by the corporation to recover the 
secret profit. The ground for this rule is, that the fiduciary 
capacity of the promoter is co-extensive with the scheme of 
promotion, 18 that at the time of the sale he acts under a duty 
to contemplated original shareholders, 17 and therefore that 
they can recover the secret profit from him. This is the ground 
taken by the Court in the principal case. 

There is, however, some support for a contrary rule, and 
the fact that the United States Supreme Court is among the 
tribunals promulgating it necessitates its respectful examina- 
tion. The ground on which it rests is that a corporation is 
an entity, which is bound by its original consent to the pur- 
chase, and that its position is not altered by the issue of addi- 
tional stock to original subscribers. 18 It is submitted that this 
proposition is completely answered by the doctrine of the prin- 
cipal case which is as follows : The reason that a corporation 
cannot object to a sale to it by the promoter where either the 
promoter has taken all the stock, or all the original subscrib- 
ers have consented is not that no wrong has been committed, 
but "that the corporation is estopped by reason of the fact 
that all the persons with financial concern in the matter have 
assented with knowledge, and thus the lips of everybody are 
sealed. Whatever wrong has been done has been condoned. 
The maxim 'volenti non fit injuria' is invoked." But "the 
wrong is done to the corporation as an independent entity and 
thus the rights of those who are or may become stockholders 
are affected." "Subsequent subscriptions to the original stock 
as a part of the scheme of promotion, do not change the iden- 
tity of the corporation, but remove an impediment for the 
enforcement of a remedy for a wrong previously done the 
corporation." 

E. S. B. 



Admiralty — Privity or Knowledge of Owner Under the 
Limited Liability Act. 

Just what constitutes privity or knowledge on the part of 
the owner of a vessel so as to bar him from taking advantage 



" Pietsch v. Milbraith, 123 Wis. 647. 

"Land Co. v. Lewis, 101 Me. 78; Mining Co. v. Spooner, 74 Wis. 
307; Groel v. Electric Co., 70 N. J. Eq. 616; Hayward v. Leeson, 176 
Mass. 310. 

" Old Dominion Co. v. Lewisohn, 210 U. S. 206. 



